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Key Messages for Investors

¢ Macroeconomic conditions are decelerating, but the impact is not evenly felt.

e The 2-Speed Australian Consumer reflects our assertion that the wealthiest portion of the

country is carrying the aggregate economy.

e Even between nations, the relative economic performance is widening.
e The best examples of the haves and have-nots are the S&P500 and the Magnificent 7 (M7).
Considering the US market as a whole, it looks very expensive, but when you break out the

M7, a very different picture emerges.

o Now is the time to use active managers in your clients' portfolios, abide by the rules of

diversification, and speak to your clients to ensure their portfolios align with their financial

goals.

Market averages are only telling part of the
story as to how this stage of the cycle is
unfolding. Macroeconomic conditions are
decelerating, but the impact is not being felt
evenly among households, countries, or
markets.

The 2-Speed Consumer

If you follow the news headlines, Australia is
suffering a cost-of-living crisis. However, upon
deeper examination, the consumer is not as
homogenous as the headlines imply. Some
parts of society are most certainly struggling,
but this highlights a key observation we have
for the Australian market: there is a two-speed
consumer. First, services are the primary
driver of the Australian economy, accounting
for about 80% of GDP — this means our
economy is heavily influenced by how people
spend, much more so than how much iron ore
we dig up, for example. Second, the
distribution of wealth and debt is uneven in
Australia. If you partition the entire population
into five even groups (quintiles), the fourth and
fifth quintiles, representing the wealthiest 40%
of the Australian population, hold 64% of the
debt and 63% of the gross disposable
income. Using the Commonwealth Bank data
as a proxy for the financial health of
households, credit card arrears are currently
0.55%, flat for the last two years and still well
below pre-Covid levels. Similarly, mortgage
arrears at 0.47% are near their lowest in the
previous ten years.

This means our nation's debt is mainly in the
hands of those who can currently still afford it,
and they are not struggling to pay their debts.

Third, what are the wealthiest parts of society
doing? We do not have more recent data, but
coming out of Covid to the end of 2022, the
top 40% accounted for 56% of national
consumption versus only 26% for the bottom
40%. Stated differently, the wealthiest 40% of
the population consumes more than twice that
of the poorest 40%.

Looking at more recent data, for the first two
quarters of this year, aggregate consumer
spending was up 10% and 8% year over year
(YoY). In addition, retail sales in September
are up 2% YoY — but remember that
September 2022 was up nearly 18% YoV, so
rising another 2% off such a high base level is
quite remarkable. We also observe that year
to date, Australians, in aggregate, have paid
down their credit card balances by 4%. We
believe this disparity between the wealthiest
and poorest members of society speaks to the
two-speed consumer: one group with the
resources to weather the increasingly difficult
macro environment and another who can not.
We assert that this wealthier group is keeping
the economy up in aggregate for now. The
two-speed consumer means that while many
Australians are doing it tough, an equal
number continue to spend and stay on top of
debts despite the RBA raising interest rates
from zero to 4.35%.

Un-synchronised global growth

Globally, the dynamic between those doing
well and those not, is also apparent. Looking
at the Developed World (US, Japan and
Europe still make up 49% of global GDP),
there is a clear de-synchronisation in global
growth, with Europe slowing the fastest,
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followed by Japan. The US on the other hand,
is going from strength to strength and is
forecast to grow profits by more than 10%
next year, the only one in this group at double
digits (Europe trails the group at -3%). We
observe these relative fortunes can also
explain the valuation discrepancies we see
across regions, with Europe on a forward PE
of 14x, Australia at 15x, Japan at 19x and the
US at 20x.

The dichotomy of the US market

Before we get too carried away by the market
momentum that continues to bid the US
markets higher, we again note that everything
is not what it seems. Some facts to remember
about the S&P500 Index and the Magnificent
7 (M7):

e The M7 represents 29% of the market
capitalisation of the S&P500.

e Technology-related stocks within the M7
comprise 94% of the market
capitalisation weight of this group (Tesla
is still just a car company!).

e The M7 is net cash, meaning that after
they pay off any debt they might have,
they still have cash left over. This also
means higher borrowing costs do not
directly impact their earnings.

e The average forecasted earnings growth
for the M7 is 44%, which means the rest
of the S&P500 has an average forecasted
earnings growth of -3.3%.

e The average PE ratio of the M7 is 28x,
putting the rest of the index at 17x, which
makes the overall US market only slightly
expensive when reflecting on the
abovementioned multiples for Europe.

e The overall Technology sector of the
S&P500 has a Return on Equity 63%
higher than the index average (31%

versus 19%). Technology companies get
significantly more out of their balance
sheet than their index peers. Considering
the generally low leverage levels (recall
high cash balances) amongst
Technology companies, that is a
remarkable use of shareholder capital,
further justifying this group's valuation
multiples.

The S&P500, like so much else we are
observing in markets, is seemingly
disconnected from reality. However, upon
closer examination, it is increasingly falling on
fewer and fewer actors to keep markets and
the broader economy going.

We opened by noting that macroeconomic
conditions continue to decelerate, consistent
with our ongoing thesis that we have entered
the end of this cycle. However, beyond just
trying to identify the point where we will begin
to shift our portfolios into more of a defensive
posture, we note that the cycle is impacting
different groups, regions and even stocks,
well, differently. Without a consensus or
majority of factors moving negatively and few
signs that this "muddle through" situation
breaks into a definitive trend, we continue to
hold a cautious but not bearish stance on
markets.

This remains the time to consider active
managers in your clients’ portfolios to deal
with the various idiosyncratic trends in
different markets. Diversification also remains
an essential tool to manage portfolio risk.
Lastly, work with your clients to ensure their
financial plans and risk profiles reflect their
long-term goals. We know the cycle is aging,
but a few more tricks could still be up its
sleeve.
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Outlook and Positioning

Looking forward, watch the Australian dollar for further strength after we rolled out hedging in our
portfolios; Japanese Government Bonds response to the Bank of Japan winding back Yield Curve
Control (YCC); the holiday shopping season for signs of consumer stress (or not); and potential
stabilisation in the Chinese property market.

GrowthAssets  Underweight ____ Neutral _____ Overweight |
pustralianEquites | | | [ e [ | | |
| largeCaps | | | | e | | | |
| SmaliCeps | | | | e | [ | |
Developed MarketEquites | | | e | | [ | |
| SmallCeps | | | | e | [ | |
Emerging MarketEquities | | | | e | [ | |
Australian Listed Property | | | | e [ | | |
Global Listed Property | | | | e | [ | |
Global Listed Infrastruotwre | | | e } L} ]
|
Underweight Neutral Overweight
----—--
GlobalBonds | | | | e | [ | |
Diversifiedincome | | | [ | e | | |
ConservativeAlternatives | | | | e | | | |
cash .../ | | | e [ | |
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Growth Assets

Macro conditions are softening but valuations remain ‘fair’.
FY24 earnings are expected to decline versus FY23, driven by
the banks and resources, before rebounding in FY25. Ongoing
strength in iron ore prices represents upside risk to earnings
next year.

Australian Equities Neutral

Global equity valuations appear more stretched, particularly in
the US, thanks to the stellar outperformance of the Magnificent
7 this year.

Developed Slight
Market Equities | Underweight

Valuations look attractive with much of the bad news around
China priced in. Risks to the upside should further Chinese
stimulus be forthcoming.

Emerging Market Neutral
Equities

Australian Listed Neutral Still adjust'ing to a higher'for longer interes't ratle environment,
Property but valuations are attractive enough to maintain a neutral
position. Highly nuanced depending on sub-sector, with the
office sector in particularly remaining structurally challenged.
Global Listed Neutral Same dynamics at play as Australia.
Property

Higher for longer interest rate environment presents a
headwind for this sector given the leverage typically
associated with these companies. Better risk/return
opportunities in defensive assets for investors seeking yield.

Prefer liquid multi-strategy hedge funds over private market
Growth Neutral . S T i
Alternatives exposgresw ere Iurt er repricing is expecte : Ie .ustra Ilan
Dollar is now considered ‘cheap’ so we are building in foreign
exchange hedges to assist in managing currency risk.

Global Listed Slight
Infrastructure Underweight
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Bond yields are now offering good value and bonds can once

Australian Bonds Slight _ _ = = » )
again play a defensive role in diversified portfolios.

Overweight

Supply/demand imbalances in the US treasury market remain a
focus, reducing their relative preference versus Australian
government bonds. Also, the expected gradual unwinding of
yield curve control policy in Japan should lead to an extended
period of relative underperformance in Japanese Government
Bonds.

Global Bonds Neutral

Floating rate yields remain higher than fixed rate yields.

Diversified Slight
Income Overweight

Gold acts as a risk-diversifier against a further deterioration in

Conservative Neutral ) " - " ;
economic conditions or escalation in geopolitical tensions.

Alternatives

Provides short term liquidity with a modest yield.
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Research). LIS and Lonsec Research are owned by Lonsec Holdings Pty Ltd ACN: 151 235 406. LIS creates the model
portfolios it distributes using the investment research provided by Lonsec Research but has not had any involvement in the
investment research process for Lonsec Research. Please read the following before making any investment decision about
any financial product mentioned in this document.

Disclosure at the date of publication: Lonsec Research receives a fee from the relevant fund managers or product issuers for
researching financial products (using objective criteria) which may be referred to in this document. Lonsec Research may
also receive a fee from the fund manager or product issuer (s) for subscribing to research content and other Lonsec Research
services. LIS receives fees for providing investment consulting advice, approved product lists, model portfolios to financial
services professionals and other advice to clients. LIS’ and Lonsec Research’s fees are not linked to the financial product
rating(s) outcome or the inclusion of the financial product(s) in model portfolios. LIS, Lonsec Research and/or their associates
may hold any financial product(s) referred to in this document, but details of these holdings are not known to the analyst(s).
Warnings: Past performance is not a reliable indicator of future performance. Any express or implied rating or advice
presented in this document is limited to “general advice” (as defined in the Corporations Act 2001 (Cth)) and based solely on
consideration of the investment merits of the financial product(s) alone, without taking into account the investment objectives,
financial situation and particular needs (“financial circumstances”) of any particular person. Before making an investment
decision based on the rating or advice, the reader must consider whether it is personally appropriate in light of their financial
circumstances or should seek independent financial advice on its appropriateness. If the advice relates to the acquisition or
possible acquisition of a particular financial product, the reader should obtain and consider the Investment Statement or the
Product Disclosure Statement for each financial product before making any decision about whether to acquire the financial
product.

Disclaimer: LIS provides this document for the exclusive use of its clients. It is not intended for use by a retail client or a
member of the public and should not be used or relied upon by any other person. No representation, warranty or undertaking
is given or made in relation to the accuracy or completeness of the information presented in this document, which is drawn
from public information not verified by LIS. Financial conclusions, ratings and advice are given on reasonable grounds held at
the time of completion (refer to the date of this document) but subject to change without notice. LIS assumes no obligation to
update this document following publication. Except for any liability which cannot be excluded, LIS and Lonsec, their directors,
officers, employees and agents disclaim all liability for any error or inaccuracy in, misstatement or omission from, this
document or any loss or damage suffered by the reader or any other person as a consequence of relying upon it.

This report is subject to copyright of LIS. Except for the temporary copy held in a computer’s cache and a single permanent
copy for your personal reference or other than as permitted under the Copyright Act 1968 (Cth), no part of this report may, in
any form or by any means (electronic, mechanical, micro-copying, photocopying, recording or otherwise), be reproduced,
stored or transmitted without the prior written permission of LIS.

This document may also contain third party supplied material that is subject to copyright. Any such material is the intellectual
property of that third party or its content providers. The same restrictions applying above to LIS copyrighted material, applies
to such third-party content.
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